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To Our Shareholders:

The Board of Directors, Officers and Employees of First Federal of Olathe Bancorp, Inc. and
its wholly owned subsidiary, First Federal Savings and Loan Association of Olathe, are
pleased to provide you with our annual report.

Our 2002 fiscal year was a challenging one not only as part of the financial industry but for
our nation as well, as we continue to adjust, cope and live with the many changes which have
occurred since the events of September 2001. Continued record low interest rates, a depressed
stock market, uncertainty overseas and a “cooled off” local economy have kept financial in-
stitutions on their toes.

First Federal of Olathe Bancorp’s assets decreased from $55,436,000 to $49,729,000, for the
fiscal year ended December 31, 2002, primarily due to a majority of the investment securities
being called. Total shareholders’ equity for the parent corporation decreased from
$12,241,000 to $11,841,000; mostly due to the continued repurchase plans. Net earnings for
the year increased from $560,000 to $767,000, generating basic earnings per share of $1.65 for
the year ended December 31, 2002.

The Board and Management are committed to continue to watch expenses, improve earnings
and evaluate business decisions. The Board expects to consider the benefits of delisting after
the Company completes the three-year period as a public company. In addition, our commit-
ment is to operate a safe and sound, community-oriented financial institution, to serve our
customers and the local community and obtain returns for you, our shareholders.

Thank you for your support and confidence in our Company.

Sincerely,

Mt

Mitch Ashlock
President and Chief Executive Officer




SELECTED CONSOLIDATED FINANCIAL DATA

The following table presents our consolidated financial data as of and for the three years ended Decem-
ber 31, 2062, and should be read in conjunction with the consolidated financial statements and notes
thereto and “Management’s Discussion and Analysis of Financial Condition and Results of Operations,”
each of which is included elsewhere in this document. The selected balance sheets and statements of in-
come data, insofar as they relate to the three years in the three-year period ended December 31, 2002,
have been derived from our audited consolidated financial statements.

At December 31,
2002 2001 2000

(in Thousands)
Selected Consolidated Balance Sheet Data:

Total assets $ 49,729 s 55,436 $ 50,421
LGNS, NEL ..ocviiieiieie ettt st et 39,993 38,415 36,059
Securities:

Held t0 MatUILY ..oocverrereeriecienrernereeresnsnsassesesesssesseresessesens 2,014 5,500 12,594

Available for Sale .....coiiveviininriierirere e 1,819 1,848 829
FHLB STOCK .ovecvieteeeiieieeie ettt eete et e sae s enens 380 380 330
Deposits.......ccovenn. . 35,328 37,671 28,504
FHLB advances 2,000 5,000 6,600
Total stockholders’ equity .......c.covviimcercnrninncee s 11,841 12,241 14,836

Years Ended December 31,
2002 2001 2000

(in Thousands)
Selected Consolidated Operations Data:

Total INTEFESt INCOME cvvvvrririreeeireieeeee et erae e ees e s see s e ens $ 3,869 $ 4,149 S 3,907
Total interest EXPeNSe .......cvveevvreiirieecir s 1.965 2.144 1,901

Net INterest INCOME....cooveviieieritreteniirie e erteeere et ser e eene 1,904 2,005 2,006
Provision for 10an 10SSeS........occvereenrininie e — — —
Net interest income after provision for loan [osses..........cccccenueee. 1,904 2,005 2,006
Fees and service charges.........coeveviienincconienerercneenenenenneene 36 23 13
Gain on sale of other real estate............cooeveieviennnnnccncescenneeen 7 14 —
Total NON-INtErest INCOME ...cc.coruiveeiereeeiie e eere st e e ses e eaneene 43 37 13
Total nON-INterest EXPenSe.......c.vcceevreerercnrrrrermierericerennineereniese oo 718 1,027 399
Income before INCOME taAX .....ccvevereiiireriireie e see e rene s 1,229 1,015 1,620
Income tax provision 462 455 614
NETINCOIME .oviviiiviieiereireceeerre et e terveeate s s eevaeeseassaensaessessaenssans 767 560 1,006
Unrealized gain (loss) on investment securities available for sale,

net of deferred tax eXPense. .........ccovviiciiieneniiicenecrieiines (19) 12 151
Comprehensive iNCOME ..ot $ 748 § 572§ 1,157
Earnings per share, Basic.........cccccoivriiiiici s $ s 1.12 3 1.33
Earnings per share, Diluted ... 3 $ 1.11 $ 1.33



Selected Consolidated Financial Ratios and Other Data:

Performance Ratios:
Return on assets (net income to average total assets)...........coeeenn..
Return on equity (net income to average equity)..........cccuuveiecnn.
Interest rate spread information:
Average during period........ccoooiceriirievninnecene s
End of period.......ccccovvcvrnnns
Net interest margin‘"
Ratio of operating expense to average total assets............cccccovrcevcucaee
Ratio of average interest-earning assets to average interest-bearing li-
ADILIES ..ottt nns

Asset Quality Ratios:
Non-performing assets to total assets at end of period....................
Allowance for loan losses to non-performing loans
Allowance for loan losses 10 10ans, net .........c.cocvevveriecevvncnnencennn.

Capital Ratios:
Equity to total assets at end of period.......c.cocovveercernncennnicenns
Average equity t0 QVErage aSSELS........oruvieriereerrinseneereerrermevermosensnes

Other Data:
Number of full-service offiCes...cccriniiiiiiieiiiecrecreeeee e

¥ Net interest income divided by average interest eaming assets.

Years Ended December 31,

2002 2001 2000
1.41% 1.02% 2.00%
6.36 391 4.71
2.43 2.16 2.70
2.62 2.60 2.99
3.57 3.65 412
1.32 1.85 0.79

130.26 138.14 136.40

Years Ended December 31,

2002 2001 2000
— 49% 0.59%
— 63.87 58.53
44% 46 0.49
23.81 22.08 29.42
22.13 25.81 28.99
1 1 1




Management’s Discussion and Analysis of Financial
Condition and Results of Operations

General

First Federal of Olathe Bancorp, Inc. (“First Federal of Olathe Bancorp” or the “Company”) was
formed in December 1999 to become a holding company for First Federal Savings and Loan Asso-
ciation of Olathe (“First Federal Savings” or the “Association”). The Company’s principal busi-
ness is to provide banking services through the Association. Specifically, First Federal Savings
operates as a traditional savings association, specializing in one-to-four family residential mortgage
lending and savings deposits. First Federal Savings’ business consists primarily of attracting retail
deposits from the general public and using those funds to originate real estate loans, primarily in
Johnson County, Kansas. First Federal Savings holds its loans for long-term investment purposes.
First Federal Savings also invests in various investment securities. The Association’s primary
sources of income are interest on loans and investment securities plus customer service fees from
lending activities. Expenses consist primarily of interest payments on customer deposits and other
borrowings and general and administrative costs. Earnings of First Federal Savings also are af-
fected significantly by general economic and competitive conditions, particularly changes in mar-
ket interest rates, government policies and actions of regulatory authorities, which are beyond the
control of First Federal Savings.

Customer deposit accounts are insured by the Savings Association Insurance Fund (“SAIF”), a di-
vision of the Federal Deposit Insurance Corporation (“FDIC™). The Association is regulated by the
Office of Thrift Supervision ("OTS”) and the FDIC. The information contained in this section
should be read in conjunction with the consolidated financial statements, the accompanying notes
to consolidated financial statements and the other sections contained in this document.

The executive office of the Company and the Association is located at 100 East Park Street, Olathe,
Kansas 66061 and its telephone number is {(913) 782-0026.

Forward-Looking Statements

This report includes statements that may constitute forward-looking statements, usually containing
the words “believe,” “estimate,” “expect,” “intent” or similar expressions. These statements are
made pursuant to the safe harbor provisions of the Private Securities Litigation Reform Act of
1995. Forward-looking statements inherently involve risks and uncertainties that could cause ac-
tual results to differ materially from those reflected in the forward-looking statements. Factors that
could cause future results to vary from current expectations include, but are not limited to, the fol-
lowing: changes in economic conditions (both generally and more specifically in the markets in
which the Company operates); changes in interest rates, accounting principles, policies or guide-
lines and in government legislation and regulation (which change from time to time and over which
the Company has no control); and other risks detailed in this report and the Company's other Secu-
rities and Exchange Commission filings. Readers are cautioned not to place undue reliance on
these forward-looking statements, which reflect management's analysis only as of the date hereof.
The Company undertakes no obligation to publicly revise these forward-looking statements to re-
flect events or circumstances that arise after the date hereof.




Financial Condition

Total assets decreased by $5.7 million, or 16.3%, to $49.7 million at December 31, 2002 from
$55.4 million at December 31, 2001. Calls on securities continued into 2002 as issuers were taking
advantage of lower rates. There was very little loan growth during the year as refinancings contin-
ued their fast pace during 2002. In addition, $3.0 million in FHLB advances were paid off during
the year.

Loans increased $1.6 million, or 4.2%, to $40.0 million at December 31, 2002 from $38.4 million
at December 31, 2001. The increase reflects the Association’s attempt to move the federal funds
sold from the low interest-bearing deposit with the Federal Home Loan Bank to higher interest
eaming assets. In November 2002, the Association purchased $1.8 million in loans from a local
bank that was withdrawing from the Johnson County, Kansas market. The Association continued
to see growth in its market and strong competition as customers continued to capitalize on the low
interest rates.

Securities held to maturity decreased $3.5 million, or 63.6%, to $2.0 million at December 31, 2002
from $5.5 million at December 31, 2001, reflecting the maturity or call of various federal agency
debt securities. These funds were primarily used to pay down matured Federal Home Loan Bank
advances. Advances from Federal Home Loan Bank decreased $3.0 million to $2.0 million at De-
cember 31, 2002 from $5.0 million at December 31, 2001.

Deposits decreased $2.4 million, or 6.4%, to $35.3 million at December 31, 2002 from $37.7 mil-
lion at December 31, 2001. The average yield on interest-bearing deposits during that period de-
creased to 4.6% at December 31, 2002 from 5.3% at December 31, 2001. In addition, the
Association had a withdrawal of a significant deposit account during the second quarter of 2002.
Thus, even though rates were dropping, consumers continued to leave their money in more stable
interest-earning deposits. Brokered deposits remained consistent at $7.3 million.

Total stockholders’ equity decreased $.4 million, or 3.3%, to $11.8 million at December 31, 2002
from $12.2 million at December 31, 2001. This was mainly due to net income being offset by a
purchase of treasury shares during 2002. The Board of Directors authorized the repurchase of
55,632 shares in both May and October 2001 and another 55,632 shares in September 2002, as part
of its capital management strategy. The Company repurchased 50,811 shares in open market trans-
actions during 2002 at an average cost of $23.31 per share, or a total cost of $1.2 million.




Analysis of Net Interest Income

The Association’s net interest income is comprised of the difference (“spread”) between interest
income on loans and investment securities and the interest cost of customer deposits and FHLB ad-
vances. Management monitors net interest spreads and, although constrained by certain market,
economic and competition factors, it establishes loan rates and customer deposit rates that maxi-
mize net interest margins.

The following table presents for the periods indicated the total dollar amount of interest income
from average interest-earning assets and the resultant yields, as well as the total dollar amount of
interest expense on average interest-bearing liabilities and the resultant rates. No tax-equivalent
adjustments were made.

Years Ended December 31,
2002 2001

Average Yield/ Average Yield/
Balance interest Rate Balance Interest Rate

(Dollars in Thousands)
Interest-earning assets:
$ 38570 § 3,350 8.68% $ 38166 § 3297 8.64%
Securities 6,127 368 6.01 9,874 624 6.32
FHLB stock 380 17 4.56 379 25 6.77
Interest-eamning deposits 8290 134 1.62 6,434 203 3.15
Total interest-earning assets .. 53,367 3.869 7.18 54,853 4,149 7.56
Other non-interest-earning assets 1.131 575

Total assets $_55.428

Interest-bearing liabilities:

Savings deposits ....cccovvrervreerecerrerenerenrnnrecae $ 3,925 51 1.31 $ 3,716 99 2.66
Money market accounts .. 1,723 26 1.52 1,758 48 2.76
Certificate accounts ... 31,897 1,660 5.21 28,617 1,658 5.79
FHLB advances ........c.cccceceneee. 3816 228 5.96 5,621 339 6.03
Total interest-bearing liabilities .. 41,361 1,965 475 39,712 2,144 5.40
Non-interest-bearing liabilities ............. 1,075 1,368
EQUILY cooveereereceemrienenrrcenensenens 12,062 14,348
Total liabilities and equity .. v 554,498 $__55.428
Net interest inCOme ........cocccrenne 3 1.904 5__2.005
Net interest rate spread 2.439 2.16%
Net earning aSSELS .....coerveeemreererorennmresennee $__12,006 $__15.141
Net yield on average interest-eamning assets 3.57% 3.65%

Calculated net of loan fees, loans in progress and loan loss reserves. Nonaccruing loans would be included in the average loan
amounts, although First Federal Savings has not had any nonaccruing loans during recent periods.



The following table presents the dollar amount of changes in interest income and interest expense
for major components of interest-earning assets and interest-bearing liabilities. It distinguishes
between the changes related to outstanding balances and those due to the changes in interest rates.
For each category of interest-earning assets and interest-bearing liabilities, information is provided
on changes attributable to changes in volume (i.e., changes in volume multiplied by old rate) and
changes in rate (i.e., changes in rate multiplied by old volume). For purposes of this table, changes
attributable to both rate and volume, which cannot be segregated, have been allocated proportion-
ately to the change due to volume and the change due to rate.

Years Ended December 31,
2002 vs. 2001
Volume Rate Total
(In Thousands)

Interest-earning assets:

LLOANS .ttt ettt $ 37 $ 16 $ 53
FHLB S10CK ...ooviiircicccccccn s ssves s 0 8) ®)
SECUTILES ..vrvvveereeresseeeesecsesssssessssesssesessseesseeeseesssnsnenes (224) (32) (256)
Interest-earning deposits ...t 47 (116) (69)
Total interest-earmning assets .......cocvvecrmecenmececrercneenns $_(140) $_(140) $_(280)
Interest-bearing liabilities:

Savings deposits ....cc.covvereeermrenierrrcereerriennsesereeverens 3 6 $ (53) $ @
Money market aCCOUNtS ......c.occerviirircireeiii e ) 21 (22)
Certificate accounts 178 (176) 2
FHLB QAVANCES ..ooeevveercriemennerenierensnseiessnsasesenesesen (108) (4) (112)
Total interest-bearing liabilities ......cccoccoerveieivnininennnes $__75 $_(254) $_(179)
Net interest iNCOME .vvvevevicrevienenieiiiincnese i sesresssenesnas 3_(101)

Comparison of Operating Results for the Years Ended December 31, 2002 and 2001

Net Income. Net income for the year ended December 31, 2002 increased by $207,000 or 36.8%,
to $767,000 from $560,000 for the year ended December 31, 2001. The increase in net income was
due principally to lower compensation cost under stock benefit plans during 2002, as the 2001 ex-
pense reflected the 20% immediate vesting and the additional release of ESOP shares from the
$4.00 special cash distribution received by the ESOP. Compensation expense related to the Rec-
ognition and Retention Plan, which was approved by the Company’s stockholders on April 25,
2001, amounted to $103,000 and $173,000 for the years ended December 31, 2002 and 2001, re-
spectively. Compensation cost recognized under the ESOP amounted to $108,000 and $314,000
for the years ended December 31, 2002 and 2001, respectively.

Basic earnings per share (EPS) increased 47.3% to $1.65 for the year ended December 31, 2002
from $1.12 during 2001. The Company’s return on average interest-earning assets for the years
ended December 31, 2002 and 2001 was 1.4% and 1.0%, respectively. The return on average
stockholders’ equity amounted to 6.4% and 3.9% for the years ended December 31, 2002 and 2001,
respectively. The increase in the return on stockholders’ equity was primarily due to the increase
in net income during 2002 (discussed above) and the decrease in equity during 2002 due to the re-
purchase of 50,811 treasury shares.



Net Interest Income. For the year ended December 31, 2002, net interest income decreased by

$.1 million to $1.9 million from $2.0 million for the year ended December 31, 2001. The decrease
reflects a decrease of $.2 million, or 4.9%, in interest income to $3.9 million for the year ended De-
cember 31, 2002 from $4.1 million for the year ended December 31, 2001, and a decrease of $.2
million, or 8.3%, in interest expense, to $2.0 million for the year ended December 31, 2002 from
$2.1 million for the year ended December 31, 2001. The net interest margin decreased to 3.5% in
2002, as compared to 3.7% in 2001.

Interest income decreased principally as a result of the decrease in the volume of interest earning
assets. The yield on average interest-earning assets decreased to 7.2% in 2002 from 7.6% in 2001,
while average interest-earning assets decreased to $53.4 million at December 31, 2002 as compared
to $54.9 million at December 31, 2001. The decrease in average interest-earning assets was attrib-
utable principally to a decrease in investment securities as securities were called to take advantage
of lower interest rates, which proceeds were primarily used to pay matured advances to FHLB.

The average yield on fed funds decreased to 1.6% for the year ended December 31, 2002 from
3.2% for the year ended December 31, 2001. The average yield on investments decreased to 6.0%
for the year ended December 31, 2002 from 6.3% for the year ended December 31, 2001.

The interest expense decrease is partially attributed to a decrease in average advances from the
FHLB during the year. The interest expense on Federal Home Loan Bank advances decreased
$111,600 to $228,000 for the year ended December 31, 2002 from $339,000 for 2001, which prin-
cipally reflected the decrease in the average outstanding balances of advances from the Federal
Home Loan Bank during 2002.

Interest expense on deposits decreased $.1 million te $1.7 million for the year ended December 31,
2002 from $1.8 million for 2001, which reflected the increase in the average outstanding deposit
balances to $37.5 million for 2002 from $34.1 million for 2001 and a decrease on the average yield
paid on deposits to 4.6% during the year ended December 31, 2002 as opposed to 5.3% for the year
ended December 31, 2001.

Provision for Loan Losses. The provision for loan losses was $0 for the years ended Decem-

ber 31, 2002 and 2001. Although no additions were made to the allowance for loan losses during
2002, management continues to closely assess the loan portfolio for inherent losses and reports all
loans greater than 30 days past due to the Board of Directors. In addition, detail review and discus-
sion occurs with management and the Board for those loans that approach the 60 and 90 days past
due levels.

At December 31, 2002 and 2001, the allowance for loan losses was $175,000, which represents
44% and .46%, respectively, of net loans. There were no non-performing loans or loans in the 90-
day past due category at December 31, 2002. There were four non-performing loans and two loans
in the over 90-day category at December 31, 2001. The allowance for loan losses at December 31,
2001 represented 63.9% of non-performing loans.

In assessing the inherent losses in First Federal Savings® portfolio at December 31, 2002 and 2001,
management examined its market area, the increase in the size of its loan portfolio, its problem as-
sets, the components of its loan portfolio, including loans on non-owner occupied properties and
statistical data for financial institutions. Generally, management considered, among other things,
the following matters: First Federal Savings’ total loan portfolio increases during these periods,
total non-owner occupied property loan increases from 1998 to 2002 and increases in the number
of loans to borrowers that are not depositors or known on a personal basis by management. Based
upen this analysis, management concluded that no provision for loan losses was required for the
years ended December 31, 2002 and 2001.



Historical net charge-offs are not necessarily indicative of the amount of net charge-offs that First
Federal Savings will realize as it continues to evolve and grow. First Federal Savings’ manage-
ment assesses the adequacy of the allowance for loan losses based on the known inherent losses in
the loan portfolio and management’s continuing analysis of the quality of the loan portfolio. While
management believes that, based on the information currently available, First Federal Savings’ al-
lowance for loan losses is sufficient to cover probable losses inherent in its loan portfolio at this
time, no assurances can be given that First Federal Savings’ level of allowance for loan losses will
be sufficient to cover loan losses incurred by First Federal Savings or that future adjustments to the
allowance for loan losses will not be necessary if economic and other conditions differ substan-
tially from the economic and other conditions used by management to determine the current level
of the allowance for loan losses. Management may increase its level of allowance for loan losses

as a percentage of its total loans and non-performing loans if the level of loans on non-owner occu-
pied properties, commercial loans, consumer lending or loan purchases as a percentage of its total
loan portfolio increases. In addition, various regulatory agencies, as an integral part of their ex-
amination processes, periodically review First Federal Savings’ allowance for loan losses. These
agencies may require First Federal Savings to provide additions to the allowance based on judg-
ments different than management.

Non-interest Income. Non-interest income increased $6,000 to $43,000 for the year ended De-
cember 31, 2002 from $37,000 for the year ended December 31, 2001. This increase was princi-
pally due to an increase in loan fees caused by increased refinancings as borrowers took advantage
of lower mortgage rates.

Non-interest Expense. Non-interest expense decreased $.3 million to $.7 million for the year
ended December 31, 2002 from $1.0 million for the year ended December 31, 2001. This decrease
was principally due to decreases in compensation cost and professional fees. Compensation ex-
pense related to the Recognition and Retention Plan, amounted to $103,000 and $173,000 (of
which $103,000 represents 20% immediate vesting under the plan) for the years ended Decem-

ber 31, 2002 and 2001, respectively. The Company also recognized compensation cost recognized
under the ESOP of $108,000 and $314,000 (includes the special cash dividend of $4 per share re-
ceived by the ESOP which released additional ESOP shares during 2001) for the years ended De-
cember 31, 2002 and 2001, respectively. In addition, professional fees decreased 31.4%, or
$64,000, to $140,000 from $204,000 for the years ended December 31, 2002 and 2001, respec-
tively. The decrease in professional fees was principally due to higher fees in 2001 related to pre-
paring documents and accounting for the 2001 Stock Option and Recognition and Retention Plans.

Income Taxes. Income taxes increased by $7,000 to $462,000 for the year ended December 31,
2002 from $455,000 for the year ended December 31, 2001. The effective tax rates were 37.6%
and 44.8% (higher due to nondeductible ESOP compensation expense) for the years ended Decem-
ber 31, 2002 and 2001, respectively. The effective rate represents a blended rate of federal and
state tax rates.



Asset/Liability Management and Market Risk

Interest Rate Sensitivity. Savings institutions such as First Federal Savings are subject to interest
rate risk to the extent their interest-bearing liabilities, consisting primarily of deposit accounts and
FHLB advances, mature or reprice more rapidly, or on a different basis, than their interest-earning
assets, consisting predominantly of 15- and 25-year fixed rate real estate loans and investments
held for investrnent and liquidity purposes. Having interest-bearing liabilities that mature or re-
price more frequently on average than assets may be beneficial in times of declining interest rates,
although such an asset/liability structure may result in declining net interest earnings during periods
of rising interest rates. Conversely, having interest-earning assets that mature or reprice more fre-
quently on average than liabilities may be beneficial in times of rising interest rates, although this
asset/liability structure may result in declining net interest earnings during periods of falling inter-
est rates.

Net Portfolio Value. First Federal Savings monitors and evaluates the potential impact of interest
rate changes upon the market value of First Federal Savings’ portfolio equity on a quarterly basis,
in an attempt to ensure that interest rate risk is maintained within limits established by the Board of
Directors. First Federal Savings uses the quarterly reports from the OTS that show the impact of
changing interest rates on First Federal Savings’ net portfolio value (“NPV”). NPV is the differ-
ence between incoming and outgoing discounted cash flows from assets, liabilities and off-balance
sheet contracts. An institution has greater than “normal” interest rate risk if it would suffer a loss
of NPV exceeding 2.0% of the estimated market value of its assets in the event of a 200 basis point
increase or decrease in interest rates. A resulting change in NPV of more than 2% of the estimated
market value of an institution’s assets will require the institution to deduct from its risk-based
capital 50% of that excess change, if and when a rule adopted by the OTS takes effect. Under the
rule, an institution with greater than “normal” interest rate risk will be subject to a deduction of its
interest rate risk component from total capital for purposes of caiculating the risk-based capital re-
quirement. However, the OTS has indicated that no institutions will be required to deduct capital
for interest rate risk until further notice. Because a 200 basis point increase in interest rates would
have resulted in First Federal Savings’ NPV declining by more than 2% of the estimated market
value of First Federal Savings’ assets as of December 31, 2002, First Federal Savings would have
been subject to a capital deduction at December 31, 2002 if the regulation had been effective as of
such date.
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The following table presents First Federal Savings’ NPV at December 31, 2002, as calculated by
the OTS, based on information provided to the OTS by First Federal Savings.

Net Portfolio Value

Changes in Amount of Percent NPV as a % of Basis
Interest Rates Estimated Change in Change Portfolio Value Point
_(Basis Points) NPV NPV in NPV of Assets Change
(Doliars in Thousands)
300 13,543 (1,835) (12)% 26.39% (190)
200 . 14,553 (824) (5)% 27.60% 69)
100 15,238 (140) )% 28.32% 3
0 15,378 — — 28.29% —
-100 15,362 (16) 0% 18.05% (24)
=200 —_ J— J— — p—
=300 —_ — —_— —_ —_

Although the OTS has informed First Federal Savings that it is not subject to the interest rate risk
component discussed above, First Federal Savings is still subject to interest rate risk and, as can be
seen above, rising interest rates will reduce First Federal Savings’ NPV. The OTS has the author-
ity to require otherwise exempt institutions to comply with the rule concerning interest rate risk.

Certain shortcomings are inherent in the method of analysis presented in the computation of NPV.
Although certain assets and liabilities may have similar maturities or periods within which they
will reprice, they may react differently to changes in market interest rates. The interest rates on
certain types of assets and liabilities may fluctuate in advance of changes in market interest rates,
while interest rates on other types may lag behind changes in market rates. Additionally, in the
event of a change in interest rates, prepayment and early withdrawal levels would likely deviate
significantly from those assumed in the table.

All of First Federal Savings’ loan portfolio at December 31, 2002 had fixed interest rates. First
Federal Savings’ fixed-rate loans help its profitability if interest rates are stable or declining, since
these loans have yields that exceed its cost of funds. However, if interest rates increase, First Fed-
eral Savings would have to pay more on its deposits and new borrowings, which would adversely
affect First Federal Savings’ interest rate spread.

First Federal Savings’ Board of Directors has formulated asset/liability management policies de-
signed to promote long-term profitability while managing interest rate risk. These policies are de-
signed to reduce the impact of changes in interest rates on First Federal Savings’ net interest
income by achieving a more favorable match between the maturity or repricing dates of its interest-
earning assets and interest-bearing liabilities. First Federal Savings has sought to maintain a strong
deposit base by increasing customer investments in fixed rate obligations with an emphasis on 18-
month to 60-month maturity certificates of deposit. Customer deposits are originated from the lo-
cal customer base as well as brokered deposits.

Liquidity and Capital Resources

First Federal Savings’ primary sources of funds are deposits, FHLB advances, repayments on
loans, the maturity of investment securities and interest income. Although maturity and scheduled
amortization of loans are relatively predictable sources of funds, deposit flows and prepayments on
loans are influenced significantly by general interest rates, economic conditions and competition.
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The primary investing activity of First Federal Savings is the origination of loans to be held for in-
vestment. For the years ended December 31, 2002 and 2001, First Federal Savings originated

ioans for the portfolio in the amount of $16.0 million and $17.4 million, respectively. For the years
ended December 31, 2002 and 2001, these activities were funded by principal repayments of $14.5
million and $15 million, respectively, in addition to the growth in deposits.

First Federal Savings is required to maintain minimum levels of liquid assets under the OTS regu-
iations. It is First Federal Savings’ policy to maintain its liquidity portfolic in excess of regulatory
requirements.

First Federal Savings’ most liquid assets are cash and cash equivalents, which include overnight
deposits at First Nationa! Bank of Olathe and the FHLB of Topeka. The levels of these assets are
dependent on the Association’s operating, financing, lending and investing activities during any
given period. At December 31, 2002 and 2001, cash and cash equivalents were $5.1 million and
$8.6 million, respectively. The decrease in cash and cash equivalents at December 31, 2002, com-
pared to December 31, 2001, resulted primarily from purchasing $1.8 million in mortgage loans in
November 2002 and funding withdrawal of deposit accounts late in 2002.

Liquidity management for the Association is both an ongoing and long-term function of the Asso-
ciation’s asset/liability management strategy. Excess funds generally are invested in overnight de-
posits at the FHLB of Topeka and the First National Bank of Olathe. Should the Association
require funds beyond its ability to generate them internally, additional sources of funds are avail-
able through FHLB advances. The Association could pledge its mortgage loans, FHLB stock or
certain other assets as collaterai for such advances. At December 31, 2002, the Association had a
balance of $2.0 million in FHLB advances. The Association had a maximum of FHLB advances
available of approximately $18.3 million at December 31, 2002.

At December 31, 2002, First Federal Savings had outstanding loan commitments of $474,000 and
$30,000 of undisbursed loans in process. First Federal Savings anticipates it will have sufficient
funds available to meet its current loan commitments, including loan applications received and in
process, prior to the issuance of firm commitments. Certificates of deposit that are scheduled to
mature in one year or less at December 31, 2002 amount to $20.6 million. Management believes
that a significant portion of such deposits will remain with First Federal Savings.

Under federal law, First Federal Savings is required to maintain regulatory capital sufficient to
meet tangible, core and risk-based capital ratios of at least 1.5%, 4.0% and 8.0%, respectively. At
December 31, 2002, First Federal Savings exceeded each of its capital requirements, with tangible,
core and risk-based capital ratios of 23.5%, 23.5% and 51.7%, respectively.

Critical Accounting Policies

The Company has identified the accounting policies below as critical to the Company’s operations
and to understanding the Company’s consolidated financial statements. Following is an explana-
tion of the methods and assumptions underlying their application.

Allowance for Loan Losses. Management records an Allowance for Loan Losses (“ALLL”) suffi-
cient to cover current net charge-offs and an estimate of probable losses based on an analysis of
risks that management believes to be inherent in the loan portfolio. The ALLL recognizes the in-
herent risks associated with lending activities but, unlike a specific allowance, has not been allo-
cated to particular problem assets but to a homogenous pool of loans. Management analyzes the
adequacy of the allowance on a monthly basis and believes that the Association’s ALLL is ade-
quate.




While management uses information currently available to determine this allowance, it can fluctu-
ate based on changes in economic conditions and changes in the information available to manage-
ment. Also, regulatory agencies review the Association’s allowance for loan loss as part of their
examination, and they may require the Association to recognize additional loss provisions based on
the information available at the time of their examinations. Management estimates the required
level of ALLL using a formula based on various subjective and objective factors.

Each quarter, management assesses the risk of the assets in the loan portfolio using historical loss
data and current economic conditions in order to determine impairment of the loan portfolio and
adjusts the level of ALLL, if necessary. At any given time, the ALLL should be sufficient to ab-
sorb at least all estimated credit losses on outstanding balances over the next 12 months. When
considering the adequacy of ALLL, management’s evaluation of the asset portfolio has two pri-
mary components: foreclosure probability and loss severity. Foreclosure probability is the likeli-
hood of loans not repaying in accordance with their original terms, which would result in the
foreclosure and subsequent liquidation of the property. Loss severity is any potential loss resulting
from the loan’s foreclosure and subsequent liquidation. Management calculates estimated foreclo-
sure frequency and loss severity for the loan portfolio based upon historical data plus an estimate of
certain subjective factors including future market trends and economic conditions.

In addition, management reviews individual loans for impairment each month. A loan becomes
impaired when management believes it will be unable to collect all principal and interest due ac-
cording to the contractual terms of the loan. If a loan is impaired, the Association records a spe-
cific allowance equal to the excess of the loan’s carrying value over the present value of the
estimated future cash flows discounted at the loan’s effective rate based on the loan’s observable
market price or the fair value of the collateral if the loan is collateral dependent.

Change in Accounting Principles. The Financial Accounting Standards Board (FASB) recently
issued Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements for Guaran-
tees, Including Indirect Guarantees of Indebtedness of Others, effective for guarantees issued or
modified after December 31, 2002, which is not expected to have a material effect on the Com-
pany’s financial statements.

In addition, FASB issued Statement No. 144, Accounting for the Impairment or Disposal of Long-
Lived Assets, effective for financial statements issued for fiscal years beginning after December 15,
2001, Statement No. 145, Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB
Statement No. 13, and Technical Corrections, issued April 2002, Statement No. 147, Acquisitions
of Certain Financial Institutions, an amendment of FASB Statements No. 72 and 144 and FASB
Interpretation No. 9, issued October 2002 and Statement No. 148, Accounting for Stock-Based
Compensation — Transition and Disclosure, issued December 2002, which are not expected to have
a material effect on the Company’s financial position or results of operations.

Impact of Inflation and Changing Prices

The consolidated financial statements and notes thereto presented herein have been prepared in ac-
cordance with accounting principles generally accepted in the United States of America , which re-
quire the measurement of financial position and operating results in terms of historical dollars,
without considering changes in relative purchasing power over time due to inflation. Unlike in-
dustrial companies, nearly all of the Association’s assets and liabilities are monetary in nature. As
a result, interest rates generally have a more significant impact on First Federal Savings’ perform-
ance than does the effect of inflation. Interest rates do not necessarily move in the same direction
or in the same magnitude as the prices of goods and services.
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First Federal of Olathe Bancorp, Inc.
Consolidated Balance Sheets
December 31, 2002 and 2001

Assets
2002 2001

Cash and cash equivalents
Cash and non-interest earning deposits 3 204,821 $ 317,541
Federal funds sold 4.900.000 8,300,000
Total cash and cash equivalents 5,104,821 8,617,541
Held-to-maturity securities, at cost 2,014,309 5,500,000
Available-for-sale securities 1,818,984 1,847,909
Federal Home Loan Bank stock, at cost 380,000 380,000
Loans, net of deferred loan fees and allowance for loan losses 39,993,211 38,414,852
Accrued interest and dividends 317,596 331,605
Equipment, net of accurnulated depreciation 2,250 8,081
Refundable income taxes 56,919 117,918
Other real estate owned —_ 217,882
Prepaid expenses 41,295 —

Total assets

o5

49,729,385 §___ 55,435,788

See Notes to Consolidated Financial Statements 15




Liabilities and Stockholders’ Equity

Liabilities
Deposits
Dividends payable
Advances from borrowers for taxes and insurance
Interest payable on deposits
Advances from the Federal Home Loan Bank
Accrued expenses
Deferred income taxes

Total liabilities

Stockholders’ Equity

Common stock, $.01 par value, 4,000,000 shares authorized,
556,328 shares issued in 2002 and 2001

Additional paid-in capital

Retained earnings

Unearned ESOP shares

Deferred compensation

Accumulated other comprehensive income
Unrealized appreciation on available-for-sale securities, net of

income taxes of $291,000 in 2002 and $301,000 in 2001

Treasury stock, at cost, 93,413 and 42,602 shares in 2002 and
2001, respectively

Total stockholders’ equity

Total liabilities and stockholders’ equity

See Notes to Consolidated Financial Statements

2002 2001
$ 35327,722 $ 37,670,610
83,682 93,844
3,957 1,190
49,766 54,044
2,000,000 5,000,000
86,921 85,530
336.289 289.802
37.888.337 43.195.020
5,563 5,563
3,401,161 3,336,145
10,581,921 9,996,392
(241,770) (291,696)
(237,580) (340,203)
517.136 535,648
14,026,431 13,241,849
(2.,185.383) (1.001,081)
11,841,048 12.240.768
49,729,385 55,435,788




Consolidated Statements of Income

First Federal of Olathe Bancorp, Inc.

Years Ended December 31, 2002 and 2001

2002 2001
Interest and Dividend Income
Loans receivable § 3,349,734 3,296,639
Investment securities 367,994 623,812
Cash and cash equivalents 134,267 202,979
Equity securities 17.326 25,675
Total interest and dividend income 3.869.321 4,149,105
Interest Expense
Deposits 1,737,873 1,805,272
Federal Home Loan Bank advances 227,370 338,806
Total interest expense 1,965,243 2,144,078
Net Interest and Dividend Income 1.904.078 2,005,027
Non-Interest Income
Service charges and other fees 36,295 22,677
Gain on sale of other real estate 6.864 14,253
43.159 36,930
Non-Interest Expense
Salaries and related payroll expenses 317,620 620,801
Federal insurance premiums 26,428 23,961
Directors’ fees 56,080 56,480
Occupancy of premises 58,921 53,848
Professional fees 140,247 204,196
Other general and administrative expenses 119,190 67.260
Total non-interest expense 718.486 1,026,546
Income Before Income Taxes 1,228,751 1,015,411
Income Tax Provision 462,000 455,000
Net Income $ 766,751 560,411
Earnings Per Share — Basic 3 1.65 112
Earnings Per Share — Diluted h) 1.63 1.11

See Notes to Consolidated Financial Statements
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First Federal of Olathe Bancorp, Inc.
Consolidated Statements of Cash Flows

Years Ended December 31, 2002 and 2001

Operating Activities

Net income
Items not requiring (providing) cash
Depreciation
Amortization (accretion) of premiums (discounts) on securities
Gain on disposal of other real estate owned
Deferred income taxes
Compensation expense recognized on allocated ESOP shares
Compensation expense on 2001 Recognition and Retention Plan
Changes in
Accrued interest and dividends
Prepaid expenses
Interest payable on deposits
Accrued expenses
Income taxes

Net cash provided by operating activities

Investing Activities

Net originations of loans

Proceeds from sale of other real estate owned
Purchase of available-for-sale securities

Purchase of FHLB stock

Proceeds from maturities of held-to-maturity securities
Purchase of held-to-maturity securities

Net cash provided by investing activities

Financing Activities

Net increase (decrease) in deposits

FHLB repayments

Purchase of treasury stock

Dividends paid

Special cash distribution

Net increase (decrease) in advances from borrowers for
taxes and insurance

Net cash provided by (used in) financing activities

Increase (Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents, Beginning of Year
Cash and Cash Equivalents, End of Year

Additional Cash Payment Information

Interest paid
Income taxes paid

Nen-cash Investing Activity

Conversion of loans to other real estate
Sale of other real estate under mortgage loan

2002 2001
766,751 560,411
5,831 5,732
10,732 (5,939)
(6,864) (14,253)
56,900 47,744
107,795 313,555
102,623 172,912
14,009 123,705
(41,295) 6,499
(4,278) 14,104
1,391 6,884
60,999 _(138,515)
1,074,594 1,092,839
(1,578,359) (2,587,402)
224,746 28,681
— (1,000,000)
— (50,000)
5,500,000 12,850,000
(2.025.041) (5,750,000)
_ 2,121,346 3.491.279
(2,342,888) 9,166,214
. (3,000,000) (1,600,000)
(1,184,302) (1,584,350)
(184,237) (201,675)
— (1,876,880)
2,767 (2.746)
(6.708.660) 3,900,563
(3,512,720) 8,484,681
8,617,541 132,860
_5,104821 $ 8,617.541
1,969,521 $ 2,129,974
360,499 545,771
— 350,910
— (118,600)
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First Federal of Olathe Bancorp, Inc.
Notes to Consolidated Financial Statements
December 31, 2002 and 2001

Note 1: Nature of Operations and Summary of Significant Accounting Policies

Nature of Operations

First Federal of Olathe Bancorp, Inc. (“Company”) is a holding company whose principal activity
is the ownership and management of its wholly owned subsidiary, First Federal Savings and Loan
Association of Olathe (“Association™). The Association provides financial services to individual
and corporate customers through its office in Olathe, Kansas. The Association’s primary source of
revenue is interest and fees on one-to-four family dwelling loans. The Association’s lending activ-
ity is concentrated within Johnson County, Kansas. The Association is subject to competition from
other financial institutions. The Association also is subject to the regulation of certain federal and
state agencies and undergoes periodic examinations by those regulatory authorities.

Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its 100% owned
subsidiary, the Association. Significant intercompany accounts and transactions have been elimi-
nated in consolidation.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally ac-
cepted in the United States of America requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities and disclosure of contingent assets and li-
abilities at the date of the financial statements and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates.

Material estimates that are particularly susceptible to significant change relate to the determination
of the allowance for loan losses and the valuation of real estate acquired in connection with fore-
closures or in satisfaction of loans. In connection with the determination of the allowance for loan
losses and the valuation of foreclosed assets held for sale, management obtains independent ap-
praisals for significant properties.

Cash Equivalents

The Company considers all liquid investments with original maturities of three months or less to be
cash equivalents. At December 31, 2002 and 2001, cash equivalents consisted of federal funds
sold in overnight transactions.
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First Federal of Olathe Bancorp, Inc.

Notes to Consolidated Financial Statements
December 31, 2002 and 2001

Securities

Available-for-sale securities, which include any security for which the Company has no immediate
plan to sell but which may be sold in the future, are carried at fair value. Unrealized gains and
losses are recorded, net of related income tax effects, in other comprehensive income.

Held-to-maturity securities, which include any security for which the Company has the positive
intent and ability to hold until maturity, are carried at historical cost adjusted for amortization of
premiums and accretion of discounts.

Realized gains and losses, based on amortized cost of the specific security, are included in other in-
come. Interest and dividends on investments in debt and equity securities are included in income
when earned. Premiums and discounts are amortized and accreted, respectively, to interest income
using a method that approximates the level-yield method over the period to maturity.

Loans

Loans that management has the intent and ability to hold for the foreseeable future or until maturity
or pay-offs are reported at their outstanding principal, adjusted for any charge-offs, the allowance
for loan losses, and any deferred fees or costs on originated loans and unamortized premiums or
discounts on purchased loans. Interest income is reported on the interest method and includes am-
ortization of net deferred loan fees and costs over the loan term. Generally, loans are placed on
non-accrual status at 90 days past due and interest is considered a loss, unless the loan is well-
secured and in the process of collection.

Allowance for Loan Losses

The allowance for loan losses is established as losses are estimated to have occurred through a pro-
vision for loan losses charged to earnings. Loan losses are charged against the allowance when
management believes the uncollectibility of a loan balance is confirmed. Subsequent recoveries, if
any, are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon
management’s periodic review of the collectibility of the loans in light of historical experience, the
nature and volume of the loan portfolio, adverse situations that may affect the borrower’s ability to
repay, estimated value of any underlying collateral and prevailing economic conditions. This
evaluation is inherently subjective as it requires estimates that are susceptible to significant revision
as more information becomes available.
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First Federal of Olathe Bancorp, Inc.
Notes to Consolidated Financial Statements
December 31, 2002 and 2001

A lean is considered impaired when, based on current information and events, it is probable that
the Association will be unable to collect the scheduled payments of principal or interest when due
according to the contractual terms of the loan agreement. Factors considered by management in
determining impairment include payment status, collateral value and the probability of collecting
scheduled principal and interest payments when due. Loans that experience insignificant payment
delays and payment shortfalls generally are not classified as impaired. Management determines the
significance of payment delays and payment shortfalls on a case-by-case basis, taking into consid-
eration all of the circumstances surrounding the loan and the borrower, including the length of the
delay, the reasons for the delay, the borrower’s prior payment record and the amount of the short-
fall in relation to the principal and interest owed. Impairment is measured on a loan-by-loan basis
for commercial and construction loans by either the present value of expected future cash flows
discounted at the loan’s effective interest rate, the loan’s obtainable market price or the fair value
of the collateral if the loan is collateral dependent.

Egquipment

Depreciable assets, consisting of computer and office equipment, are stated at cost less accumu-
lated depreciation. Depreciation is charged to expense using the straight-line method over the five
year estimated useful lives of the assets.

Federal Home Loan Bank (FHLB) Stock

FHLB stock is a required investment for institutions that are members of the Federal Home Loan
Bank system. The required investment in the common stock is based on a predetermined formula.

Foreciosed Assets Held for Sale

Assets acquired through, or in lieu of, loan foreclosure are held for sale and are initially recorded at
fair value at the date of foreclosure, establishing a new cost basis. Subsequent to foreclosure,
valuations are periodically performed by management and the assets are carried at the lower of car-
rying amount or fair value less cost to sell. Revenue and expenses from operations and changes in
the valuation allowance are included in net income or expense from foreclosed assets.

Treasury Stock

Treasury stock is stated at cost. Cost 1s determined by the first-in, first-out method.
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First Federal of Olathe Bancorp, Inc.
Notes to Consolidated Financial Statements
December 31, 2002 and 2001

Stock Options

At December 31, 2002, the Company has a stock-based employee compensation plan, which is de-
scribed more fully in Note 15. The Company accounts for this plan under the recognition and
measurement principles of APB Opinion No. 25, Accounting for Stock Issued to Employees, and
related Interpretations. No stock-based employee compensation cost is reflected in net income, as
all options granted under those plans had an exercise price equal to the market value of the under-
lying common stock on the grant date. The following table illustrates the effect on net income and
earnings per share if the Company had applied the fair value provisions of FASB Statement

No. 123, Accounting for Stock-Based Compensation, to stock-based employee compensation.

Years Ended
December 31,

2002 2001
Net income, as reported $ 766,751 % 560,411
Less: Total stock-based employee compensation cost
determined under the fair value based method, net
of income taxes (46.261) (98.488)
Pro forma net income $ 720,490 § 461,923
Eamings per share
Basic — as reported $_1.65 $_1.12
Basic — pro forma §_1.55 $_092
Diluted - as reported $_1.63 $ 1
Diluted — pro forma $_1.53 $_0.90

|

Income Taxes
Deferred tax assets and liabilities are recognized for the tax effects of differences between the fi-

nancial statement and tax bases of assets and liabilities. A valuation allowance is established to re-
duce deferred tax assets if it is more likely than not that a deferred tax asset will not be realized.

Earnings Per Share
Earnings per share have been computed based upon the weighted-average common shares out-

standing for each year. Uneamed ESOP and recognition and retention plan shares have been ex-
cluded from the computation of average shares outstanding.
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First Federal of Olathe Bancorp, Inc.
Notes to Consolidated Financial Statements
December 31, 2002 and 2001

Note 2: Securities

Available-for-Sale Securities

The amortized cost and approximate fair values of securities are as follows:

Gross Gross  Approximate
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
December 31, 2002
Equity securities $_1.010960 $__ 808,024 $_1,818,984
December 31, 2001
Equity securities $_1010960 $___836,949 $_1,847,909

Held-to-Maturity Securities

The amortized cost and approximate fair values of securities are as follows:

Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
December 31, 2002
United States Government and
Agency obligations $_2014309 $ 66 $_(147.059) $__1.867.316
December 31, 2001
United States Government and
Agency obligations $_5.500,000 $ 33,580 $_ (58420) $__5.475,160

The amortized cost and fair value of held-to-maturity securities at December 31, 2002, by contrac-
tual maturity, are shown below. Expected maturities will differ from contractual maturities be-
cause issuers may have the right to call or prepay obligations with or without prepayment penalties.

Amortized Fair
Cost Value
Within one year $ — S —
One to five years — —
Five to ten years 1,000,000 852,941
1.014.309 1,014,375

After ten years

$___ 2014309 S__ 1867316
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First Federal of Olathe Bancorp, Inc.
Notes to Consolidated Financial Statements
December 31, 2002 and 2001

There were no sales of available-for-sale securities for the years ended December 31, 2002 and
2001.

Note 3: Loans and Allowance for Loan Losses

Categories of loans at December 31 include:

2002 2001

One-to-four family $ 40,349,434 §$ 38,670,722
Commercial real estate loans 69,154 120,934
Other 73,061 223,161
Total locans 40,491,649 39,014,817

Less:

Deferred loan fees, net (323,438) (424,965)
Allowance for loan losses (175.000) (175.000)
Net loans $_39993211 $_ 38414852
Activity in the allowance for loan losses was as follows:
Balance, beginning of year $ 175,000 § 175,000
Provision for loan losses — —
Balance, end of year ) 175,000 S 175,000
Note 4: Equipment
Major classifications of equipment, stated at cost, are as follows:
2002 2001

Computer equipment § 72,456 S 72,456
Office equipment 4,114 4,114
76,570 76,570
Less accumulated depreciation 74,320 68.489
Net equipment $ 2250 $ 8,081
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First Federal of Olathe Bancorp, Inc.
Notes to Consolidated Financial Statements
December 31, 2002 and 2001

Note 5: Interest-Bearing Deposits

Deposits at December 31 are summarized as follows:

2002 2001
Money market $ 1,730,241 $ 1,860,473
Savings accounts 3,171,847 4,274,717
Certificates of deposit 30.425.634 31.535.420

$_35327,722 §_37,670,610

At December 31, 2002, the scheduled maturities of certificates of deposit are as follows:

2003 $ 20,607,284
2004 5,186,145
2005 1,284,429
2006 2,952,235
2007 and thereafter 395,541

$__30.425.634

Interest-bearing deposits in denominations of $100,000 or more were $7,735,755 and $9,569,467
as of December 31, 2002 and 2001, respectively.

Brokered deposits are received in the normal course of business. As of December 31, 2002 and
2001, brokered deposits of $7,323,000 and $7,328,000 respectively, were included in interest-
bearing deposits.

Note 6: Federal Home Loan Bank Advances

The Association is able to borrow from the FHLB of Topeka in order to meet operating and long-
term financing needs. The borrowings are limited to an investment ratio of 20 to 1 of the Associa-
tion’s investment in FHLB stock, and are further limited to 40% of total assets. The borrowings
must be further secured by one-to-four family dwelling loans pledged to the FHLB. Maximum
available borrowings, based upon a percentage of assets and contingent upon the purchase of addi-
tional stock, amounted to approximately $20.3 million as of December 31, 2002. The total ad-
vances available from the FHLB as of December 31, 2002, based on the ratio of stock owned,
amount to $7,600,000, of which $2,0¢0,000 had been extended.

26



First Federal of Olathe Bancorp, Inc.
Notes to Consolidated Financial Statements
December 31, 2002 and 2001

Long-term advances from the FHLB at December 31, 2002 and 2001 consisted of the following
components:

2002 2001
$1,000,000 advance, 1 year at 5.46%, due January 2002 $ — $ 1,000,000
$1,000,000 advance, 2 years at 5.29%, due January 2003 1,000,000 1,000,000
$1,000,000 advance, 5 years at 5.63%, due January 2006 1,000,000 1,000,000
$2,000,000 advance, 2 years at 6.51%, due Novem-
ber 2002 — 2,000,000

$___2,000.,000 $__ 5,000,000

Aggregate annual maturities of FHLB advances at December 31, 2002 are:

Year Ending Amount
2003 $ 1,000,000
2004 —
2005 —
2006 1,000,000

$___ 2,000,000

Note 7: Employee Benefit Plan

The Association is a participant in a pension fund known as the Financial Institutions Retirement
Fund. This Fund is a multi-employer plan; separate actuarial valuations are not made with respect
to each participating employer. The plan required contributions in the amount of $20,488 and $0
for the years ended December 31, 2002 and 2001, respectively. The plan provides pension benefits
for substantially all of the Association’s employees.

Note 8: Reguiatory Matters

The Association is subject to various regulatory capital requirements administered by the federal
banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory--
and possibly additional discretionary--actions by regulators that, if undertaken, could have a direct
material effect on the Association's financial statements. Under capital adequacy guidelines and
the regulatory framework for prompt corrective action, the Association must meet specific capital
guidelines that involve quantitative measures of the Association's assets, liabilities and certain off-
balance-sheet items as calculated under regulatory accounting practices. The Association's capital
amounts and classification are also subject to qualitative judgments by the regulators about compo-
nents, risk weightings and other factors.
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Quantitative measures established by regulation to ensure capital adequacy require the Association
to maintain minimum amounts and ratios (set forth in the table below). Management believes, as
of December 31, 2002 and 2001, that the Association meets all capital adequacy requirements to
which it is subject.

As of June 4, 2001, the most recent notification from the Office of Thrift Supervision categorized
the Association as well capitalized under the regulatory framework for prompt corrective action.
To be categorized as well capitalized, the Association must maintain minimum total risk-based,
Tier I risk-based, and Tier I leverage ratios as set forth in the table. There are no conditions or
events since that notification that management believes have changed the Association's category.

The Association’s actual capital amounts and ratios are also presented in the table.

To Be Well Capitalized

Under the Prompt
For Capital Corrective Action
Actual Adequacy Purposes Provisions
Amount Ratio Amount Ratio Amount Ratio
(Dollars in Thousands)
 December 31, 2002
Total Risk-Based Capital

(to Risk-Weighted Assets) §__12366 _51.7% $___1912 8.0% $____2.389 10.0%

Tier 1 Capital

(to Risk-Weighted Assets) S__11.821 _49.5% NA NA 51434 _6.0%
Tier 1 Capital

(to Adjusted Total Assets) $__ 11,821 _23.5% $___ 1510 40% $___2518 5.0%
Tangible Capital

(to Adjusted Tangible Assets) $__11,821 _235% $ 1585 15% NA NA

December 31, 2001

Total Risk-Based Capital

(to Risk-Weighted Assets) $_12.189 48.7% $__ 2,004 8.0% 3 2,505 10.0%
Tier 1 Capital

(to Risk-Weighted Assets) $_11,637 46.5% NA NA $ 1,503 6.0%
Tier 1 Capital

(to Adjusted Total Assets) $_11,637 20.3% 52280 4.0% $ 2,861 5.0%
Tangible Capital

(to Adjusted Tangible Assets) $_11,637 _203% $____ 858 _1.5% NA NA

The Association is subject to certain restrictions that prohibit the declaration or payment of divi-
dends without prior regulatory approval.
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Note 9: Transactions with Related Parties

At December 31, 2002 and 2001, the Association had loans outstanding to executive officers, di-
rectors, significant shareholders and their affiliates (related parties), in the amount of $271,233 and
$449,236, respectively.

In management's opinion, such loans and other extensions of credit and deposits were made in the
ordinary course of business and were made on substantially the same terms (including interest rates
and collateral) as those prevailing at the time for comparable transactions with other persons. Fur-
ther, in management's opinion, these loans did not involve more than normal risk of collectibility or
present other unfavorable features.

Note 10: Income Taxes

The provision for income taxes includes these components:

2002 2001
Taxes currently payable $ 405,100 $ 407,256
Deferred income taxes 56,900 47,744
Income tax expense $ 462,000 $ 455,000

A reconciliation of income tax expense at the statutory rate to the Company’s actual income tax
expense 1s shown below:

2002 2001

Computed at the statutory rate (34%) $ 418,000 $ 345,000
Increase (decrease) resulting from:

State income taxes — net of federal tax benefit 60,000 47,000

Nondeductible ESOP compensation expense 20,000 58,000

Dividend exclusion on FHLMC preferred stock (16,000) —

Other (20,000) 5,000

Actual tax expense $ 462,000 $ 455,000
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The tax effects of temporary differences related to deferred taxes shown on the consolidated bal-
ance sheets were:

2002 2001
Deferred tax assets
Deferred compensation $ 27,400 $ 17,000
Allowance for loan losses 68,300 69,076
Net operating losses 17,700 —
113,400 86,076
Deferred tax liabilities
Deferred loan fees (114,400) (39,000)
ESOP dividend {19,700y (26,000)
Unrealized gains on available-for-sale securities (291,000) (301,000)
Other (24.589) (9.878)
{449.689) (375.878)
Net deferred tax hability $ (336,289) § (289.802)

Retained earnings at December 31, 2002 and 2001, include approximately $813,000, for which no
deferred federal income tax liability has been recognized. These amounts represent an allocation of
income to bad debt deductions for tax purposes only. Reduction of amounts so allocated for pur-
poses other than tax bad debt losses or adjustments arising from carryback of net operating losses
would create income for tax purposes only, which would be subject to the then-current corporate
income tax rate. The deferred income tax liabilities on the preceding amounts that would have been
recorded if they were expected to reverse into taxable income in the foreseeable future were ap-
proximately $325,000 at December 31, 2002 and 2001.
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Note 11: Disclosures about Fair Value of Financial Instruments

December 31,

The following table presents estimated fair values of the Company’s financial instruments. The
fair values of certain of these instruments were calculated by discounting expected cash flows,
which method involves significant judgments by management and uncertainties. Fair value is the
estimated amount at which financial assets or liabilities could be exchanged in a current transaction
between willing parties, other than in a forced or liquidation sale. Because no market exists for
certain of these financial instruments and because management does not intend to sell these finan-
cial instruments, the Company does not know whether the fair values shown below represent val-
ues at which the respective financial instruments could be sold individually or in the aggregate.

cial instruments:

Cash and Cash Equivalents, Interest-Bearing Deposits and FHLB Stock

The carrying amounts approximate fair value.

Securities

values are estimated based on quoted market prices of similar securities.

2002 2001
Estimated Estimated
Carrying Fair Carrying Fair
Value Value Value Value
Assets
Cash and cash equivalents $ 5,104,821 $ 5,104,821 $ 8,617,541 $ 8,617,541
Securities 3,833,293 3,686,300 7,347,909 7,323,069
FHLB stock 380,000 380,000 380,000 380,000
Loans 39,993,211 40,315,406 38,414,852 38,640,029
Accrued interest and dividends 317,596 317,596 331,605 331,605
Liabilities
Deposits 35,327,722 36,192,953 37,670,610 38,700,674
Advances from FHLB 2,000,000 2,153,956 5,000,000 5,153,411
Interest payable on deposits 49,766 49,766 54,044 54,044

The following methods and assumptions were used to estimate the fair value of each class of finan-

Fair values equal quoted market prices, if available. If quoted market prices are not available, fair
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Loans

The fair value of loans is estimated by discounting the future cash flows using the current rates at
which similar loans would be made to borrowers with similar credit ratings and for the same re-
maining maturities. Loans with similar characteristics were aggregated for purposes of the calcula-
tions. The carrying amount of accrued interest approximates its fair value.

Deposits

Deposits include demand deposits, savings accounts and money market deposits. The carrying
amount approximates fair value. The fair value of fixed-maturity time deposits is estimated using a
discounted cash flow calculation that applies the rates currently offered for deposits of similar re-
maining maturities. The carrying amount of accrued interest payable approximates its fair value.

Advances from the FHLB

Rates currently available to the Association for debt with similar terms and remaining maturities
are used to estimate fair value of existing debt.

Commitments to Originate Loans

The fair value of commitments is estimated using the fees currently charged to enter into similar
agreements, taking into account the remaining terms of the agreements and the present creditwor-
thiness of the counterparties. For fixed-rate loan commitments, fair value also considers the differ-
ence between current levels of interest rates and the committed rates. The fair value of
commitments to extend credit is not presented since management believes the fair value to be in-
significant.

Note 12: Commitments and Credit Risk

Commitments to originate loans are agreements to lend to a customer as long as there is no viola-
tion of any condition established in the contract. Commitments generally have fixed expiration
dates or other termination clauses and may require payment of a fee. Since a portion of the com-
mitments may expire without being drawn upon, the total commitment amounts do not necessarily
represent future cash requirements. Each customer’s creditworthiness is evaluated on a case-by-
case basis. The amount of collateral obtained, if deemed necessary, is based on management’s
credit evaluation of the counter-party. Collateral held varies, but may include property, plant and
equipment, commercial real estate and residential real estate.
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At December 31, 2002 and 2001, the Association had outstanding commitments to originate fixed
rate loans and undisbursed loan proceeds for loans in process aggregating approximately $564,000
and $1,075,000, respectively. The commitments extended over varying periods of time with the
majority being disbursed within a one-year period. At December 31, 2002, the interest rates on the
outstanding commitments ranged from 7.0% to §.3%.

Note 13: Employee Stock Ownership Plan

In connection with the conversion to stock form, the Association established an internally lever-
aged employee stock ownership plan (ESOP) for the exclusive benefit of eligible employees (all
salaried employees who have completed at least 1,000 hours of service in a 12-month period and
have attained the age of 21). The ESOP borrowed funds from the Company in an amount suffi-
cient to purchase 44,506 shares (8% of the common stock issued in the stock offering). The loan is
secured by the shares purchased and will be repaid by the ESOP with funds from contributions
made by the Association, dividends received by the ESOP and any other earnings on ESOP assets.
The Association makes annual contributions to the ESOP equal to the ESOP’s debt service less
dividends received by the ESOP. All dividends received by the ESOP are used to pay debt service.
Contributions will be applied to repay interest on the loan first, then the remainder will be applied
to principal. The loan is expected to be repaid over a period of up to 30 years. Shares purchased
with the loan proceeds are held in a suspense account for allocation among participants as the loan
is repaid. Contributions to the ESOP and shares released from the suspense account are allocated
among participants in proportion to their compensation relative to total compensation of all active
participants. Participants will vest in their accrued benefits under the employee stock ownership
plan at the rate of 20% per year. Vesting is accelerated upon retirement, death or disability of the
participant or a change in control of the Association. Forfeitures will be reallocated to remaining
plan participants. Benefits may be payable upon retirement, death, disability, separation from
service or termination of the ESOP. Since the Association’s annual contributions are discretionary,
benefits payable under the ESOP cannot be estimated.

The Association accounts for its ESOP in accordance with Statement of Position (“SOP”) 93-6,
Employers Accounting for Employee Stock Ownership Plans. Accordingly, the debt of the ESOP is
eliminated in consolidation and the shares pledged as collateral are reported as unearned ESOP
shares in the consolidated balance sheets. Contributions to the ESOP shall be sufficient to pay
principal and interest currently due under the loan agreement. As shares are committed to be re-
leased from collateral, the Company reports compensation expense equal to the average market
price of the shares for the respective period, and the shares become outstanding for earnings per
share computations. ESOP compensation expense was $107,795 and $313,555 in 2002 and 2001,
respectively. Dividends on allocated ESOP shares are recorded as a reduction of retained earnings;
dividends on unallocated ESOP shares are recorded as a reduction of debt and accrued interest.
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A summary of ESOP shares at December 31 is as follows:

2002 2001
Released shares 20,327 15,336
Unreleased shares 24,179 29.170
Total 44,506 44,506
Fair value of unreleased shares at December 31 $ 561,678 § 736,543

The Association is obligated, at the option of each beneficiary, to repurchase shares of the ESOP
upon the beneficiary’s termination or after retirement. At December 31, 2002, the fair value of the
20,327 released shares held by the ESOP is $474,635. There are no outstanding shares heid by
former employees.

Note 14: Recognition and Retention Plan

On April 25, 2001, the stockholders of the Company approved the Recognition and Retention Plan
(the “Recognition Plan”) for directors, officers and employees. Under the Recognition Plan, the
Company may award up to 27,816 shares of common stock. During 2001, the Company granted
25,030 shares to eligible participants. The value of the shares awarded under the plan is deter-
mined based on the market price of the Company’s stock on the date of grant. The shares vest and
are eamned by the recipient at a rate of 20% of the initially awarded amount per year, with the first
installment being earned on the date of grant and succeeding installments earned on the following
anniversaries of the date of grant.

As shares were issued on grant date and vest to holders over four years, the Company recorded de-
ferred compensation in the amount of $513,115. The charge to compensation expense for the por-
tion of shares vested during the years ended December 31, 2002 and 2001 amounted to $102,623
and $172,912, respectively.

Note 15: Stock Option Plan

The Company has a fixed option plan under which the Company may grant options that vest at a
rate of 20% per year, with the first installment vesting on the date of grant and succeeding install-
ments vesting on the following anniversaries of the date of grant to directors, officers and employ-
ees for up to 55,632 shares of common stock. The exercise price of each option is intended to
equal the market price of the Company’s stock on the date of grant. The maximum term of the op-
tions 1s ten years.
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The Company granted 50,066 options to eligible participants in 2001, all of which are outstanding
at December 31, 2002, with an exercise price of $20.50. There were 20,026 and 10,013 shares ex-
ercisable at December 31, 2002 and 2001, respectively.

The fair value of the options granted was estimated on the date of grant using the Black-Scholes
option-pricing model with the key assumptions being risk-free interest rate of 4.77%, expected
dividends of $.40 per year, and expected volatility of 25%.

The Black-Scholes option valuation model was developed for use in estimating the fair value of
traded options that have no vesting restrictions and are fully transferable. In addition, option
valuation models require the input of highly subjective assumptions, including the expected stock
price volatility. Because the Company’s employee stock options have characteristics significantly
different from those of traded options and because changes in the subjective input assumptions can
materially affect the fair value estimate, in management’s opinion, the existing models do not nec-
essarily provide a reliable single measure of the fair value of its employee stock options.

The Company applies APB Opinion 25 and related Interpretations in accounting for its plan, and,
no compensation cost has been recognized for the plan. Had compensation cost for the Company’s
plan been determined based on the fair value at the grant dates using Statement of Financial Ac-
counting Standards No. 123, the Company’s net income would have decreased by $46,261 and
$98,488 for the years ended December 31, 2002 and 2001, respectively. Basic and diluted earnings
per share would have decreased by $.10 for the year ended December 31, 2002 and by $.20 and
$.21, respectively for the year ended December 31, 2001.
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Note 16: Earnings Per Share

Earnings per share (EPS) were computed as follows:

Year Ended December 31, 2002

Weighted-
Average Per Share
Income Shares Amount

Basic earnings per share

Net income $ 766,751 463,921 $_165
Effect ofidilutive securities

Stock options (46,261) 5.971
Diluted earnings per share

Income available to common stockholders  $ 720,490 469,892 $_1.63

Year Ended December 31, 2001
Weighted-
Average Per Share
income Shares Amount

Basic earnings per share

Net income $ 560,411 500,664 $_1.12
Effect of dilutive securities

Stock options (98.488) 3,780
Diluted earnings per share

Income available to common stockholders

and assumed conversions $ 461,923 504,444 $_1.11
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Note 17: Condensed Financial Information (Parent Company Only)

Presented below is condensed financial information as to financial position, results of operations
and cash flows of the Company:

Condensed Balance Sheets
December 31, 2002 and 2001

2002 2001
Assets
Cash and cash equivalents 3 592,108 § 1,922,985
Investment in First Federal Savings and Loan
Association of Olathe 12,100,018 11,832,364
Due from subsidiary 424,505 559,766
Other assets 17.000 28,398
Total assets $___ 13133631 $__ 14343513
Liabilities
Dividends payable hY 92,583 § 102,745
Notes payable to subsidiary 1,200,000 2,000,000
Total liabilities 1,292,583 2,102,745
Stockhoiders’ Equity 11,841,048 12,240,768
Total liabilities and stockholders’ equity $__ 13133631 $__ 14343513

37




First Federal of Olathe Bancorp, Inc.
Notes to Consolidated Financia! Statements

December 31, 2002 and 2001

Condensed Statements of Income

Years Ended December 31, 2002 and 2001

2002 2001
Income
Investment securities $ — 3 16,573
Dividend from subsidiary 800,000 1,000,000
Other income 35,975 67.452
835,975 1,084,025
Expenses 311.135 168,523
Income before Income Taxes and Equity in Undistributed
Net Income of Subsidiary 524,840 915,502
Income Tax Benefit (108.000) {26.000)
Income before Equity in Undistributed Net Income
of Subsidiary 632,840 941,502
Equity in Undistributed Net Income of Subsidiary
Less Dividend from Subsidiary 133,911 (381.091)
Net Income ) 766,751 3 560,411
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Condensed Statements of Cash Flows
Years Ended December 31, 2002 and 2001

Operating Activities
Net income
Items not requiring (providing) cash
Accretion of discounts on securities
Deferred taxes
Equity in undistributed earnings of subsidiary
Changes in
Other assets
Other liabilities

Net cash provided by operating activities
Investing Activities
Payments received from subsidiary
Proceeds from maturities of held-to-maturity securities
Net cash provided by investing activities
Financing Activities
Proceeds on loan from subsidiary
Principal payments on loan from subsidiary
Purchases of treasury stock
Dividends paid
Special cash distribution
Net cash used in financing activities
Increase (Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents, Beginning of Year
Cash and Cash Equivalents, End of Year

Non-Cash Financing Activity
Treasury stock issued under stock award plan

2002 2001
766,751 $ 560,411
— (5.939)
8,600 (25,988)
(133,911) 381,091
2,798 25,541
— (42.812)
644,238 892.304
193,424 746,263
— 2,100,000
193.424 2.846.263
— 2,000,000
(800,000) (521,448)
(1,184,302) (1,584,350)
(184,237) (201,675)
— (2,054.904)
(2.168.539) (2,362.377)
(1,330,877) 1,376,190
1,922,985 546,795
592,108 $___ 1922985
— 3 513,115
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Note 18: Future Change in Accounting Principle

The Financial Accounting Standards Board (FASB) recently issued Interpretation No. 45, Guar-
antor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of
Indebtedness of Others, effective for guarantees issued or modified after December 15, 2002,

which is not expected to have a material effect on the Company’s financial statements.

In addition, FASB issued Statement No. 144, Accounting for the Impairment or Disposal of Long-
Lived Assets, effective for financial statements issued for fiscal years beginning after December 15,
2001, Statement No. 145, Rescission of FASB Statements No. 4, 44, and 64, Amendment of FASB
Statement No. 13, and Technical Corrections, issued April 2002, Statement No. 147, Acquisitions
of Certain Financial Institutions, an amendment of FASB Statements No. 72 and 144 and FASB
Interpretation No. 9, issued October 2002 and Statement No. 148, Accounting for Stock-Based
Compensation — Transition and Disclosure, issued December 2002, which are not expected to have
a material effect on the Company’s financial position or results of operations.




COMMON STOCK AND RELATED MATTERS

The Company’s Common Stock is listed on the Over-the-Counter Electronic Bulletin Board under
the symbol "FFOL.OB." As of December 31, 2002, the Company had 152 stockholders of record
(excluding the number of persons or entities holding stock in street name through various broker-
age firms), and 462,915 shares outstanding.

The following tables set forth market price and dividend information for the Common Stock for the
years ended December 31, 2002 and 2001. These quotations reflect inter-dealer prices, without
retail mark-up, mark-down or commissions, and may not necessarily represent actual transactions.

Year Ended Cash Dividends
December 31, 2002 High Low Declared
First Quarter $ 25.78 $ 21.37 N/A
Second Quarter 23.80 22.93 $.20 per share
Third Quarter 26.00 23.00 N/A
Fourth Quarter 24.00 23.15 $.20 per share
Year Ended Cash Dividends
December 31, 2001 High Low Declared
First Quarter $ 16.88 § 1498 N/A
Second Quarter 20.04 16.40 $.20 per share
Third Quarter 19.94 19.41 N/A
Fourth Quarter 25.25 19.20 $4.20 per share*

*  Includes a $4.00 per share special cash distribution.

Payment of dividends on the Company’s common stock is subject to determination and declaration
by the Board of Directors and depends upon a number of factors, including capital requirements,
regulatory limitations on the payment of dividends, the Company’s results of operations and finan-
cial condition, tax considerations and general economic conditions. No assurance can be given that
dividends will be declared or, if declared, what the amount of the dividends will be, or whether
such dividends, once declared, will continue,
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CORPORATE AND
STOCKHOLDER INFORMATION

Corporate Offices

First Federal of Olathe Bancorp, Inc.
100 E. Park

Olathe, KS 66061

(913) 782-0026

Annual Meeting of Shareholders

The annual meeting of First Federal of Olathe
Bancorp, Inc. will be held April 25, 2003 at 3:00
p-m. at 100 E. Park, Olathe, Kansas

Annual Report on Form 10-K

For the 2002 fiscal year, First Federal of Olathe
Bancorp, Inc. has filed an Annual Report on Form
10-K with the Securities and Exchange Commis-
sion. The Form 10-K is available on the World
Wide Web as part of the SEC EDGAR database at
www.sec.gov. Shareholders may also obtain a
copy free of charge by writing to: First Federal of
Olathe Bancorp, Inc., 100 E. Park, Olathe, KS
66061.

Stock Transfer Agent & Registrar

Shareholders wishing to change name, address or
ownership of stock, or to report lost certificates or
to consolidate accounts should contact the Com-
pany’s stock registrar and transfer agent directly
at:

Registrar & Transfer Company
10 Commerce Drive

Cranford, NJ 07016

(800) 368-5948

Counsel
Luse Gorman Pomerenk & Schick

5335 Wisconsin Ave NW — Suite 400
Washington, D.C. 20015

Independent Auditors

BKD, LiLp

Twelve Wyandotte Plaza

120 W. 12™ Street — Suite 1200
Kansas City, MO 64105

Market Information for Common Stock

The Common Stock of First Federal of Olathe Ban-
corp, Inc. trades on the Over-the-Counter Bulletin
Board under the symbol “FFOL.” At March 11,
2003, there were approximately 149 shareholders of
record not including the number of persons or enti-
ties holding stock in nominee or street names
through various brokers and banks. Common stock
was issued at $10.00 per share in connection with
the Company’s initial public offering competed on
April 11, 2000.

Directors and Officers

Mitch Ashlock: President, Director, Chief
Executive Officer

Donald K. Ashlock: Chairman, Director

John M. Bowen: Director, owner — JJohn M.
Bowen & Associates, Kansas City, MO

Carl R. Palmer: Director, owner — Carl
Palmer Realty, Olathe, KS

Marvin Eugen Wollen: Director, Optometrist,
Olathe, KS

Kenda K. Camp: Secretary and Treasurer
Milynn VanDeKerkhove: Assistant Secretary

and Treasurer
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